IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

In the matter of : ClVIL ACTION
: No. 98-4749
EAGLE ENTERPRI SES, | NC., and
LI BERTY RECOVERY SYSTEMs, | NC
(BKY. No. 98-11297)
(BKY. No. 98-11298)

MEMORANDUM

WALDMAN, J. August 16, 1999

| . | nt r oducti on

This is an appeal froma final order of the United
St ates Bankruptcy Court. Appellant United Container Services
(Deut schl and) GrbH essentially argues that the Bankruptcy Court
erred in applying Pennsylvania law in determ ning that certain
contracts between it and the debtors styled as "purchase | ease
agreenments” were in fact disguised sales and not true |eases.
Appel I ant contends that those agreenents contai ned choice of |aw
provi sions indicating that they woul d be governed by German | aw
whi ch woul d treat the agreenents as true | eases.

1. St andard of Revi ew

This court has appellate jurisdiction over final orders
of the bankruptcy court pursuant to 28 U S.C. 8§ 158(a)(1) and
reviews de novo the bankruptcy court’s conclusions of law. In re

Benjam n Franklin Hotel Associates, --- F.3d ---, 1999 W. 592432,

*2 (3d Gr. Aug. 9, 1999); In re Equipnent Leassors of

Pennsyl vania, 235 B.R 361, 363 (E.D. Pa. 1999). The bankruptcy




court's findings of fact are reviewed for clear error. |d.; Fed.

R. Bankr. P. 8013.

1. Fact ual Backagr ound

Appel | ant acknow edges t he accuracy of the facts as found
by the bankruptcy court. |In pertinent part, they are as foll ow.

Prior to filing for bankruptcy protection, the debtors,
Eagl e Enterprises, Inc. and Liberty Recovery Systens, Inc., were
engaged in waste nmanagenent. Their case originally proceeded
under Chapter 11 of the Bankruptcy Code, but was thereafter
converted to a Chapter 7 proceeding. Appellee Mtchell MIller
was appointed trustee in bankruptcy. At the tinme the case was
converted to Chapter 7, the debtors possessed three nachines
called hydraulic top-lifters. Al three top-lifters were |ocated
inthe United States. Two of the top-lifters, both inoperable,
were located in a facility in Philadelphia. The third top-
lifter, which was operable, was located in Virginia and was used
in clean-up operations at the debtors' prem ses by USA Waste
Services, Inc., a secured creditor.

The debtors had acquired the top-lifters from appel | ant
during the year preceding their bankruptcy filing pursuant to
agreenents entitled "Purchase Lease Agreenent[s]." Under the
agreenents, the | eases were to last for 36 nonths and required
the debtors to make quarterly paynments of slightly nore than

$16, 000 per quarter per top-lifter. The |eases could not be



termnated prior to the end of the 36-nonth term The | eases

i ncl uded a purchase option under which the debtors could acquire
ownership of the top-lifters in exchange for one dollar per top-
lifter.

Appel lant filed two notions before the bankruptcy
court. The first sought the rejection of the | eases and the
return of the top-lifters. The second sought conpensation from
USA Waste for its use of the functioning top-lifter during the
postpetition period. The bankruptcy court denied both notions.

See In re Eagle Enterprises, Inc., 223 B.R 290 (Bankr. E.D. Pa.

1998). This appeal foll owed.

Appel  ant argued in the bankruptcy court that it and
the debtors "chose German |aw to control their | eases" through a
choi ce-of -l aw provi sion specifying that "the Laws of Gernmany"

woul d govern "all matters including the validity, construction
and performance” of the | ease agreenents. Based on an affidavit
froma German | awyer, the bankruptcy court accepted that under
pertinent German law title to the top-1loaders would not pass
until the end of the lease term Appellee apparently did not
di spute this conclusion in the bankruptcy court, and in any event
neither party raises the issue on appeal.

The bankruptcy court held that even though

Pennsyl vani a's choice of law rules generally pernmt contracting

parties to specify that their contract is to be construed



according to the laws of a foreign jurisdiction, such

choi ce-of -1 aw provi sions do not bind persons, such as a trustee

i n bankruptcy, who were not parties to the contract and who never

agreed to be bound by its terns. The bankruptcy court also found

t hat Pennsyl vania | aw specifically overrides contractual

choi ce-of -l aw provi sions when they apply to the perfection of

security interests in transactions with nulti-state contacts.

See 13 Pa. C. S. A 88 1105 & 9103. The bankruptcy court found

that the contracts between appellant and the debtors |eft

appellant with a security interest, specifically a purchase noney

security interest, as defined by 13 Pa. C S. A 88 1201 & 9107, in

the top-lifters because the contracts required that the "l essee
pay the lessor for the right to possession and use of the

goods [and was] not subject to termnation by the | essee and
[gave] the lessee . . . an option to becone the owner of

the goods for no additional consideration or nom nal

consi deration upon conpliance wth the | ease agreenent."

The bankruptcy court held that appellant was required
to file a financing statenent to perfect its security interest
and that its failure to do so left it with an unperfected and
unsecured interest subordinate to that of the trustee in
bankrupt cy, who occupies the position of judicial lien creditor.
Accordi ngly, the bankruptcy court held that appellant had no

right to performance that m ght be due and ow ng under an



unassumed executory contract, no right to have the contract
rejected by operation of |law or otherwi se and no right to demand
or collect any form of adequate protection paynents since
appel l ant had "no continuing interest in the top-lifters.”

I V. Di scussi on

I n bankruptcy cases, the nature and extent of property
interests held by debtors and creditors nornmally is a matter of

state law. Fisher v. Apostolou, 155 F.3d 876, 880 (7th Gr.

1998); Anerican Bankers Ins. Co. of Florida, 101 F.3d 358, 363

363 (4th Cr. 1996); In re Andura Corp., 167 B.R 640 (D. Colo.

1994), aff'd, 75 F.3d 1447 (10th Cr. 1996). Appellant does not
chal | enge the bankruptcy court's concl usion that Pennsylvania | aw
det erm nes whet her the purchase | ease agreenents' choice of
Cerman | aw shoul d be given effect for bankruptcy purposes. In
its brief, appellant in fact assunes the applicability of
Pennsyl vania law. |In any event, the applicable pertinent state
| aws are Uni form Commercial Code provisions which were enacted in
identical formby the |egislatures of Pennsylvania and Virginia,
the state in which the functioning top-lifter was | ocated and the
only other United States jurisdiction with any di scernabl e
interest in the application of its laws to this case.

Appel I ant mai ntains that the "Bankruptcy Court's
fundanmental concerns for third parties does not apply here"

because "it can never properly apply in the situation of a true



| ease.” Appellant argues that the bankruptcy court's hol di ng
gives creditors who never exam ne a debtor's |lease "license to in
good faith extend debt assum ng that the debtor owns the
property” and that taken "to its | ogical conclusion," the
bankruptcy court's opinion "encourages creditors to bet whether
property is owned or | eased and after bankruptcy try to re-nmake
the Il essor's and debtor's | ease agreenent” and requires | essors
to conclude that they nust always file UCC financial statenents
to perfect security interests in |eased property "even when they
and their | essee never intended for their |ease to convey title
or be anything other than a true |lease.” Appellant reasons that
t he bankruptcy court's hol ding "encourages a | ack of due
diligence on the part of creditors and potential creditors”
because it "would allow any creditor, or bankruptcy trustee
asserting creditor's interests, to attack any | ease transaction
that the parties intended never convey title to the
| essee-debtor." (Enphasis in original.) This argunent, in
support of which appellant cites no authority, is unavailing.

It is one thing for a creditor or trustee to "attack
[a] | ease transaction” in bankruptcy proceedings. It is another
thing to do so successfully. Appellant ignores the reason for
the trustee's success. Under any governing |law, when parties
enter into a "l ease agreenent” for a fixed termwhich cannot be

term nated, and which offers the "l essee” an "option to purchase"”



t he equi pnment at the end of the "lease term for the token
consideration of one dollar, the "lessor" quite clearly
contenpl ates passing title to the "lessee.” |In the absence of
any explanation for how the top-lifters, for which the parties
agreed a reasonable 36-nonth rental paynment was about $200, 000
per machine, could conme to have negative economc value, it is
i npossi ble to i magi ne that appellant ever contenpl ated getting
the top-lifters back. As long as the top-lifters at the end of
the | ease termwoul d have any econom c val ue -- even for sal vage
purposes -- no rational party would ever decline to exercise an
"option" to "purchase" themfor one dollar.

Appel l ant and the debtors clearly contenpl ated that
appel l ant would part with all interest in the top-lifters in
exchange for periodic paynents totaling approxi nately $200, 000
per machine, and that at the end of the "lease term' appell ant
would own no interest in the top-lifters. That the "l ease
agreenents" called for a token paynent of one dollar per
top-lifter to cause title formally to pass to the debtors at the
end of the "l ease" termdoes not alter the substance of their
transaction. That appellants and the debtors agreed that Gernman
| aw woul d govern di sputes between them does not prejudice the
rights under United States bankruptcy | aw of appell ee, who never

agreed to the choice-of-1aw provi sion.



Had the debtors never filed for bankruptcy, a potenti al
creditor who reviewed the "l ease agreenents" reasonably woul d
have concluded that the top-lifters were val uable coll ateral
since in exchange for specified periodic paynents they gave the
debtors use and possession of the top-lifters for 36 nonths and
the right thereafter (even under German | aw) thereafter to
termnate any interest appellant had in the machi nes i n exchange
for one doll ar api ece.

Under appellant's theory, sellers of business equi pnent
could routinely characterize sales transactions as | eases or
select the law of a jurisdiction which would so treat them
al t hough they have an option to purchase for token consideration
at the end of the |l ease termand, even wthout filing a financing
statenent, would be able to assert a claimto the equi pnent
superior to that of the trustee if the "l essee" decl ares
bankruptcy. This would conpletely underm ne the Uniform
Commerci al Code requirenent that hol ders of purchase noney
security interests in business equipnent file financing
statenents to perfect their security interests, the purpose of
which is to provide potential creditors with notice that another
party in fact owns an interest in a potential debtor's business

equi pnent. See General Electric Credit Corp. v. Nardulli & Sons,

Inc., 836 F.2d 184, 190 (3d Cir. 1988); In re Brace, 163 B.R

274, 278 (Bankr. WD. Pa. 1994).



Appel lant's theory woul d al so substantially underm ne
t he bankruptcy process, one of the overriding principles of which
is that authorizing a single bankruptcy trustee to represent the
interest of the creditors as a class is vastly superior to
allowing a feeding frenzy of creditors, each rushing in to |ay
clains to a bankrupt estate's assets to the detrinent of others.

See Matter of Hoskins, 102 F.3d 311, 316 (7th Cr. 1996) (purpose

of bankruptcy lawis to prevent creditors fromengaging in

mutual |y destructive feeding frenzy). See also, e.qg., In Re

Rel i ance Equities, Inc., 966 F.2d 1338, 1344 & n.6 (10th Cr.

1992) (pertinent provisions of U C C. and federal Bankruptcy Code
share goal of protecting creditors fromunfiled, unrecorded or
secret liens).

Whet her or not appellant or the debtors "ever had any
intent to mslead any third party about the nature" of their
transactions or whether "any party relied on sone claim of
"ownership'" by the debtors is besides the point. The trustee
owed "a conplex set of obligations and fiduciary duties" to the
bankruptcy court, the debtor "and, nost inportantly, the

creditors." Davis v. Farner's Hone Adm ni stration, 899 F.2d

1136, 1143 n.15 (11th Cr.), reh'g denied, 908 F.2d 980 (1l1th

Cr.), cert. denied, 498 U S. 981 (1990); In re Lloyd's

Securities, Inc., 1992 W. 236162, *12 (Bankr. E.D. Pa. 1992),

approved and adopted, 153 B.R 677 (E.D. Pa. 1993). Anong them




was the duty to attenpt to marshal for the benefit of the
creditors as a class all assets properly included in the

bankruptcy estate. See, e.qg., In re Drexel Burham Lanbert G oup

Inc., 123 B.R 702, 708 (Bankr. S.D.N. Y. 1991). See also In re

|REM Inc., 65 F.3d 778, 780 (9th Cr. 1995) (unlike Chapter 11

trustee, goal of Chapter 7 trustee is |iquidation of bankrupt

estate at maxi num value), cert. denied sub nom Mosier v. Kroger

Co., 517 U.S. 1220 (1996).
Appel | ant does not argue that the inclusion of the top-
lifters in the bankruptcy estate was incorrect as a nmatter of

federal bankruptcy |law. See Fisher v. Apostolou, 155 F. 3d 876,

880 (7th Gir. 1998) (nature of debtor's interest in property is
matter of state |aw but whether the resulting interest should
count as "property of the estate" for bankruptcy purposes is

i ssue of federal law). Appellant's argunents that "no third
parties are involved" in this case and that "no creditor was
hurt" besides appellant, and their inplication that no other
creditor's interests would be hurt by reversing the bankruptcy
court, are sinply incorrect. Appellant has an interest in
recovering as nuch as it can fromthe debtors through the
bankruptcy process. So do the other creditors. Allow ng one
creditor to "junp the line" ahead of others necessarily injures
the other creditors, regardl ess of whether any of them had

extended the debtors credit on the assunption that title to the

10



top-lifters had passed formally to the debtors.

The bankruptcy court also rejected appellant's argunent
that the 1972 revisions to the Uniform Conmercial Code, which the
Pennsyl vani a | egi sl ature enacted, required the bankruptcy court
to give effect to the provision that German | aw woul d govern
interpretation of the contracts and that under German | aw the
contracts were "true | eases."

Appel l ant correctly notes that the comentary to the
1972 anendnents states that "[i]n general, problenms of choice of
law in [Article 9] as to the validity of security agreenents are
governed by Section 1-105." 13 Pa. C. S. A § 9102, cnt. 3.
Section 1-105, however, provides that parties nmay generally
"agree that the law either of this Commonweal th or [another]

state or nation shall govern their rights and duties." 13 Pa.

C.S.A 8 1105(a) (enphasis added). It does not provide that
parties may bind persons who never agreed to that choice.
Moreover, 8§ 1-105(b) expressly provides that § 9-103 (relating to
perfection provisions of division on secured transactions) trunps
contracting parties' ability to select another law. 13 Pa.
C.S.A § 1105(b).

Section 9-103 provides, in pertinent part, that
"perfection and the effect of perfection or nonperfection of a
security interest in collateral are governed by the |aw of the

jurisdiction where the collateral is when the |ast event occurs

11



on which is based the assertion that the security interest is
perfected or unperfected.” 13 Pa. C.S.A 8§ 9103(2). This
effectively creates a "nodified situs test” in which the | aw of
the jurisdiction where the collateral is |ocated governs.

Phillips v. Ball & Hunt Enterprises, Inc., 933 F. Supp. 1290,

1293 (WD. Va. 1996) (applying identical Virginia version of 13
Pa. C. S. A 8§ 9103(2)).

Pennsyl vani a | aw expressly provides that a "l ease"
transaction in which the "l essee" cannot termnate the "| ease"
during its termbut may thereafter becone the owner of the
"l eased" goods for no additional or nom nal addition
consi deration does not create a | ease, but rather creates a
security interest. See 13 Pa. C.S.A § 1201. Under Pennsylvani a
law, the type of security interest created by the contracts
bet ween appell ant and the debtors was a purchase noney security
interest. See 13 Pa. C. S.A 8 9107. The transaction falls into
none of the exceptions to the general rule that a financing
statenent nust be filed to perfect all security interests. See
13 Pa. C.S. A 8 9302(a). Under Pennsylvania |law, the "purchase
| ease agreenents" between appellant and the debtors created a
sale of goods with a retained security interest and are textbook
exanpl es of when filing a financing statement is required to
perfect a security interest, and of when Pennsyl vania | aw

di sal l ows the application of other |aws selected by the parties

12



whi ch woul d di spense with the filing requirenent.

Appellant's reliance on In re Boling, 13 B.R 39, 42

(Bankr. E.D. Tenn. 1981) (applying Tennessee and North Carolina
versions of U C C), is msplaced for at | east two reasons.

First, third party interests are at issue when a trustee in
bankruptcy uses the Bankruptcy Code strong-arm provisions to
avoid a security interest. Second, the court in Boling expressly
found that the |easing agreenents in that case did not allowthe
goods to be purchased for nom nal consideration after the
conpletion of the lease terns. See 13 B.R at 44. Thus, the
agreenents in Boling did not fall into the Uniform Comrerci al
Code nom nal - consi deration exception which requires contracts to
be treated as a sale of property with a retained security
interest rather than a | ease, regardl ess of the parties' decision
to call the contract a | ease.

Appel lant's reliance on In re Village |nport

Enterprises, Inc., 126 B.R 307 (Bankr. E.D. Tenn. 1991) is also

unavailing. To the extent that court concluded that under U C C
8§ 1-105 as it presently exists, pertinent U C C provisions
concerning secured transactions cannot trunp a contractual
provision to apply another jurisdiction's laws, this court cannot
agree. See Tenn. Code Ann. 88 47-1-105(2) & 47-9-102(1) (other
than as to specific enunerated exceptions, |aw of state where

collateral is |ocated governs any transaction regardl ess of form

13



intended to create a security interest in goods even when
contracting parties have agreed that other forumis | aw applies);

In re Village Inport Enterprises, Inc., 126 B.R at 308 ("The

practical effect of the agreenment determ nes whether it was
intended to create a security interest.") (citing cases). See
also 13 Pa. C S. A 88 1105 & 9102 (identical provisions of U C C

as enacted by Pennsyl vania |l egislature); Bonczek v. Pascoe

Equi prent Co., 450 A.2d 75, 79 (Pa. Super. 1982) (citing with

approval U C C decisions fromother jurisdictions hol ding that
| ease agreenents permtting | essor to becone owner of goods at
end of lease termfor no additional or nom nal additional

consi deration deened intended to create security agreenent as a
matter of |aw).

In any event, the discussion in Village |nport

Enterprises on choice of |law was dicta and essentially irrel evant

as both Tennessee and Rhode Island, the jurisdiction whose | aws
the contracting parties agreed would apply, had both adopted
substantially identical pertinent Uniform Comrercial Code

provisions. The Court in Village Inport Enterprises in fact held

that the |leasing agreenent in that case, which |ike the ones at
issue in the instant appeal, permtted the "lessor"” to purchase
the goods at the end of a | ease termfor one dollar, was not a
true | ease but rather was intended to create a security interest.

In re Village I nport Enterprises, 126 B.R at 308.

14



Finally, in a footnote appellant "incorporates by
reference"” an argunent it nmade in the bankruptcy court that many
courts have honored contractual choice of |aw provisions by which
| ease agreenents were considered true | eases. As the bankruptcy
court correctly observed, in each of those cases the parties'
choi ce of | aw was uncontested and the courts sinply applied their
contractual choice w thout analysis. Mreover, the cases
appel l ant relies upon apparently involved nonexistent "conflicts"
between the laws of different United States jurisdictions each of
whi ch had adopted the Uniform Commercial Code, including its rule
that a "l ease" which the "l essor" cannot term nate but which
affords the "l essor" an option to purchase the goods for no
addi tional or nom nal additional consideration is considered a
sale with a retained security interest.

V. Concl usi on

The bankruptcy court correctly concl uded t hat
contracting parties' choice to apply foreign | aw general ly does
not bind persons who never agreed to that choice. The bankruptcy
court also correctly concluded that when parties agree to apply
foreign | aw by which a contract to "l ease" goods kept in
Pennsyl vani a and whi ch does not permt the lessor to term nate
the | ease but affords the | essor an option to purchase the goods
for nom nal consideration is deemed a "true |lease,” and not a

di squi sed sale which requires the seller to file a financing

15



statenment to perfect its security interest, Pennsylvania |law wl|
not give effect to that choice.
Accordi ngly, the judgnent of the bankruptcy court wll

be affirmed. An appropriate order will be entered.

16



IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

In the matter of : ClVIL ACTION
: No. 98-4749

EAGLE ENTERPRI SES, | NC., and

LI BERTY RECOVERY SYSTEMs, | NC

(BKY. No. 98-11297)
(BKY. No. 98-11298)

ORDER

AND NOW this day of August, 1999, upon
consi deration of the Appeal of United Container Systens
(Deut schl and) GrbH, the subm ssions of the parties and the record
herein, consistent with the acconpanyi ng nmenorandum |T IS HEREBY
ORDERED t hat the Order of the Bankruptcy Court of August 4, 1998
(Bky. C. Dkt. #192) is AFFIRMVED and the Clerk shall enter

judgrment in the above action accordingly.

BY THE COURT:

JAY C. VWALDMAN, J.



